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General Comments

Senate Committee Report No. 830 on the Revenue Act
of 1964 indicates that, under a long-standing administrative
practice (Rev. Rul. 61-222, 1961-2 CB, 58), interest paid on
indebtedness represented by deposits in banks engaged in the
general banking business is not subject to the provisions of
Section 265(2); i.e., it is not considered to be Interest
"incurred or continued to purchase or carry" tax-exempt
obligations.

The Committee Report further states that the amend
ment to Section 265 was enacted as recognition of the similarity
in the close relationship between institutions which are face
amount certificate companies registered under the Investment
Company Act of 1940, and certificate holders and banks and their
depositors.

To maintain and protect the present status of this
similarity in relationship, it is suggested that the provisions
of Revenue Ruling 61-222 (supra) be Incorporated into the pro
posed regulations.
Specific Comments
Section

1.265-2(b)(2)

In prescribing the method of computing
the statutory amount of Interest relating
to tax-exempt income for which a deduc
tion will not be disallowed to a face
amount certificate company under Section
265(2), this provision states that the
average amount of tax-exempt obligations
held during a taxable year should be the
average of the amounts of tax-exempt
obligations held at the end of each week
ending within such taxable year.
It is
also provided that the average amount of
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total assets for a taxable year shall
be the average of the total assets deter
mined at the beginning and end of the tax
able year.
It is further provided that if
the Commissioner determines that any such
amount is not fairly representative of the
average, then the Commissioner shall deter
mine a fairly representative average amount.
The use of a weekly average for one com
ponent and an annual average for another
appears illogical and unfair.
Further, the
use of such averages when coupled with the
Commissioner's right to redetermine the
averages could work severe hardship in many
cases.
An average of total assets based on
the beginning and end of a face-amount certi
ficate company's taxable year could well
Involve the low point in the total assets
of many such institutions with maturity
dates on certificates at about the end of
a given year.
However, under this pro
vision only the Commissioner can determine
a "fairly representative" average amount
provided he determines that the average
computed as provided herein is not fairly
representative.

It is suggested that both the average amount
of tax-exempt obligations and the average
amount of total assets be determined on a
monthly basis.

Section

1.265-2(b)(2)

2.
In prescribing the means of determining the
average amount of tax-exempt obligations and
the average amount of total assets held dur
ing a face-amount certificate company's tax
able year, this provision defines "total
assets" as "gross assets taken at their
adjusted basis less all of the liabilities
other than the liability on the face amount
certificates and the amounts received for
the purchase of such certificates."

The requirement that gross assets be reduced
by all other liabilities to arrive at total
assets does not appear to be supported by the
statute or by the purpose of the amendment to

- 3 Section 265 as set forth in the Committee
Reports.
It is suggested that the defini
tion of total assets be stated as gross
assets taken at their adjusted basis; and
that reserves for such items as deprecia
tion, bad debts, amortization or similar
items shall be treated as reductions of
the basis of the assets to which they relate.

Section

1.265-2(b)(3)

3.

The first sentence of this provision states,
in effect, that if the average amount of
obligations, the interest on which is taxexempt, held by a face-amount certificate
company during a taxable year exceeds 15
per cent of the average of total assets
held by such company during that taxable
year, there is interest that does not come
within the special rule of Section 265(2).
The second sentence of this provision
details the computation of such Interest.
The third sentence then refers to proposed
Regulation Section 1.265-2(a) which restates
the general rule of Section 265(2) that no
deduction shall be allowed for interest on
Indebtedness Incurred or continued to pur
chase or carry obligations the interest on
which is wholly exempt from tax under
Subtitle A.
The clear implication of proposed Regulation
Section 1.265-2(b)(3) then is that if the
15 per cent standard is exceeded no deduc
tion will be allowed to the extent of this
excess for the Interest incurred or continued
to purchase or carry obligations whose interest
is tax-exempt.
It is submitted that this
implication is not within the language of the
statute.
Further, the Conference Committee
Report on Section 265 (1964-1 CB Part 2, 805)
states specifically:
"In providing that the
financial Institutions specified in this pro
vision are not to be denied Interest deductions
under Section 265(2) of the code to the extent
that the average amount Invested by such an
institution in tax-free obligations does not
exceed 15 percent of the average of its total
assets, it is not Intended to imply that an
interest deduction is to be denied because of
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investments in excess of the specified
15 percent level if the taxpayer establishes
that indebtedness was not ’incurred or con
tinued to purchase or carry’ these excess
obligations.

It is suggested that in place of the third
sentence in this provision there be inserted
a sentence reading:
"Whether such interest
shall be disallowed as being Interest on
indebtedness Incurred or continued to purchase
or carry obligations the interest on which is
wholly exempt from tax under Subtitle A of the
Code is a question of fact to be determined
under all of the circumstances.”

